
o w...de ewo final adjustm.nts to the comparativ. analysis due to economic

factorl. In particular, w.:

made an adjuscaent for diff.r.nces b.ew••n p.r unit l.bor costs for

TELCO .nd for oth.r employ.rs, .nd

mad••n .djuscm.nt for differ.nc.s in the p.rc.ntag. of tot.l output

repres.nt.d by l.bor costs for TELCO .nd for oth.r .mployers.

Putting tog.ther .11 of th... f.ctor., w. find that the 1JIpact of SFAS 106 on the

costs of the .v.r.g. employ.r in the .conomy (includ1ng .~loy.rs th.t do not

offer post-r.tir...nt h••lth b.n.fits and/or .r. not .ff.ct.d by FASB's rul.s)

is only 28.3' of the corr.spondinl t.p.ct on TELCO. In .ddition, the Actuari.l

Analysis finds that SFAS 106 directly incr..... labor COlts by 3' for the .v.rage

employ.r off.ring po.e-r.tir•••nt h.alth b.n.fits cov.r.d by SFAS 106. This 3'

figure is .n important input to the Macro.conomic Analysis.

M.croeconowic ADAlysis

The purpose of the Macro.cono.1c Analysis 11 to detem1n. the .xtent to which the

additional co.ts r.sultina from SFAS 106 would b. p....d through to .n incr....

in GNP-PI. Th. Macroecono.ic Analy.is utilize•• macroeconomic model d.velop.d

for Godwins by Prof••sor Andr.w Ab.l of the Wh.rton School of the Univ.rsity of

Pennsylv.ni. to .ddr.ss this question. Th. MAcro.conomic Analysis finds th.t

only 2.3' of direct SFAS 106 cost. of the .v.r.g••~loy.r in the .conomy .r.

p....d through to the GRr-PI. In add1tion, ... r ••ult of SFAS 106 the .v.r.g'

w.g' rat. in the .cona.y would b. 0.93' low.r than it would h.v. b••n 1n the

abs.nce of SFAS 106.

Effect. of !lAS 106 on TELCQ'. Cglt,

As noted, the ultiJlate purpose of the scudy b to d.uraine the .xtent to which

GNP-PI reflect. the additional co.t. incurred by the av.ral' Pric. C.p LEC

(i .•. TELCO) •• a re.ult of SFAS 106. The table shown on page 2 summarizes our

findings. It•• (A) s~rlz.s the Aceuarlal Analy.i. Which finds that COlt. of
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che avera.e cOllPany in the ecoua.y incre..e by em1y 28.3' .. aw:h .. TELCO'.

coats lncre..e .. a reault of SFAS 106. hcauae only 2.3' of the average

incre..e in coata 18 p..aed throuah to the GNP·PI (it.. (I». only 0.7'

(it•• (C), 2.3' x 28.3') of TELCO'. ac:lc:litional coata reaultina fro. SFAS 106 are

reflected in GNP·PI. Thua. it would appear that 99.3\ of TELCO'. additional

co.e. are left unrecovered. However, the Kacroeconoaic ADaly.i. fincll that the

national wage rate would eventually be 0.93\ lover than it would have been in the

.b.ence of SFAS 106. If TELCO were able to benefit froa a Ii.Uar reduction in

it. wace rate, .ucb a reduction ~uld recover an additional 14.5' of TELCO'.

direct SFAS 106 coats (it.. (D». Takina account of the 0.7' recovery due to

GNP·PI and the eventual 14.5\ recovery due to the adjuae.ent of the wace rate

leave. 84.8\ of TELCO'. direct SFAS 106 co.t. unrec098red (it.. (E».

·5·
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II. DEVELOPMENT AND SUMMAl.Y OF US11LTS

We wish eo e.tabliah wbae p.rcenuse of the averas. Pric. Cap LEC'. SFAS 106

co.t. will be refleceed in the GNP-PI and henc. wbat p.rcentas. will not b••0

renected.

We begin with an actuarial analys1l which proce.da in two .tep.. 'nle fir.t step

in the actuarial analysi. i. to COl1ltruct a co~o.ite co~aay which accurately

reflect. the character1atic. and b••fit plana of the ..era•• Price Cap LlC. The

second .tep is to deteraine the 1IIpact of SFAS 106 on ebia cOllPodte coapany

relative to the 1IIpact of SFAS 106 on oth.r aploy.r. in the GNP on the

a••umption that all additional co.e. are p....d on cOllPl.t.ly into the GNP-PI.

Following the actuarial analy.i. i. a aacroeconoa1c analy.i. to deteraine the

extent to which the additional co.e. will, in fact, trmalate into hiper pric••

and, therefore, affect the GNP-PI.

Con'tructipD of CQlRo.ite CQIR'DX (wTlLQQW)

Actuarial, be.fit, .ccmoa1c and deIIoaraphlc data ..re coU.ctecl on elev.n Pr1c.

Cap LlC.. Data included v.. for total TalephOM Operat1011l cOI1l1atent with

amounts included on the 1990 AlKIS 43 -02 for each COlipaDY. 'nle.e data w.r. then

combin.d, tr.atina .ach Price Cap LIe .. if it ..r. a divllion of the lar.er

combined cOIlp&ny. 'nle characteristic. of th1a coapo.1t. cOllpany (WTELCOW) are

a. follow.:

Numb.r of Act1ve aploye••

Numb.r of "tir.d gployee.:

1990 Aver... c"'Il8ation per e.,loyee:

1990 Toeal ..veuue (in .111iol1l):

1990 Toeal Value Added (in ailliol1l):

Av.ra•• P.r Capita Clat.a Co.t:

Avera•• AI. of Active.:

Avera.e S.rvic. of Active.:
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613,193

294,482

$31,533

$82,512.9

$61,338.4

$3,075 .

41.6

16.6
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IIp.ct of SlAS 106 on the Ay.r.,. Price C.p LlC I.l.;i.. ;0 1;, Imp.ct on All

Employ.rs 1D the GIl'

There ar. 95.8 million priv.t. I.ctor employe.s anc 18.6 million public s.ctor

employe•• in 'GNP' .•11 of who. (and their d.pend.nts) m.y incur medical charges

in retirement. Public s.ctor employers, how.v.r. will not record SFAS 106

expense even where the .ntity sponsors a post-retirement m.dic.l plan (public

sector employers are not subject to FAsa rules).

Of the priv.t. s.ctor .mploy.es, 30.7 million .r••ligibl. to h.ve I proportion

of their ch.rges in retirement m.t by their employ.r's ••dic.l plan (.nd which

plan is .ubj.ct to SFAS 106), the actual proportion d.p.nding on the d.t.il.d

provisions of th.ir .aployer' s pl.n(I). It is this .nticip.t.d employer COlt for

those employ... th.t is refl.cted in SFAS 106 cost.. 'nt. proportion of ~.

charg••••t i ••n .ff.ctiv.....ur. of the ov.r.ll l.v.l of b.n.fit provided by

a giv.n pl.n. W. will r.f.r to it as the B.n.fit Ltv.l Indic.tor ("BLI"). W.

must establish the av.r.g. proportion of cov.r.d employ••s' ch.rges that will b.

m.t coll.ctiv.ly by th.ir .aploy.rs - the GNP BLI.

Separately we will calculat. the av.r.g. proportion of charg.s ..et by the av.r.g.

Price Cap LEC - the TELCO BLI.

All other f.ctor. b.ing .qual (which th.y .r. not), the perc.nt.ge of TELCO's

SFAS 106 costs that would b. refl.cted in the GNP-PI would be represented by the

follOWing ratio:

BU Ratio - GIl BU
TELCO BLI

B.n.fit Ltv.l Indic.tor for the
.v.r". ''Rloy.r in th. GNP
B.n.fit Ltv.l Indic.tor for TELCO

However, this r.tio r.quir.s a numb.r of .djuaca.nts:

o Adjusca.nt for diff.renc.s in d'lIOgr.phy which will .ff.ct the SFAS 106

iap.ct of a givln progr.. (O'lIOgraphic Adjustalnt).
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o

o

o

o

o

Adju.c.ent for the dIffering impact on SFAS 106 co.t. of current retiree.

at TELCO compared with other employers (Current Retiree Adju.cment).

Adjustaent for any differences in the extent to which TELCO is pre-funding

its post-retiument benefits compared to other employers (Pre-Funding

Adjustment) .

Adjustment for employees not covered by post-retire..nt .edical program. or

covered by progr... for which SFAS 106 will not apply (Non- Covered

Employe.. Adjustment).

Adjustment for difference' between per unit labor coata for TELCO and for

other employers (Per Unit Labor Cost Adjustment).

AdjustJlent for differences in the percentage of total output repre.ented by

labor cosu for TELCO and for other employera (Labor Coat Percenta.e

AdjustJlent) .

Utilizing the data, .ethods, and a.sumptions described in Section III, we have

determined the following values:

(1) GNP BLI - .2568

(2) TELCO BLI - .4390

(3) BLI Ratio - .2568 + .4390 -~

(4) De.ographic Adjustaent - .5438

(5) Current ReCiree Adju.taent - .9287

(6) Pre-Funding Adju.taent - 1.313

(7) Non-Covered Ellploye.. Adjustment - .2684
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(8) Per Unie Labor COle Adjusem.ne - 1.3062

(9) Labor Cose P.rc.ne.g. Adjuscm.ne - 2.0832

(10) SFAS 106 Case Incr.as. Raeio - BLI Racio x (4) x (5) x (6) x (7) x

(8) x (9) -~

The SFAS 106 Case Incr•••• Raeio can b. ine.rpr.e.d a. m.aning ehae. at most,

only 28.3' of che addicional case incurr.d by TELCO due eo SFAS 106·will find its

way inco ch. GNP-PI beca~. the average .mploy.r in ehe GNP will exp.rience only

28.3' of ehe co.t increase that will hit TELCO.

Elt.nt to ybich IIptct of SlAS 106 on All Elpl9!.r. lp GIl Trlnslat.. tpto 1ft

Incr.... 1p the GIl-PI

The eff.ct of SFAS 106 on ch. GNP-PI is calculac.d ~ing a macroeconomic model

that has CWO s.ccor.. In s.ctor 1 .~loy.rs do noe off.r pOle-r.cir.m.ne health

ben.fiel, and in s.ceor 2 e~loyerl do off.r pOlt-r.tir...ne h.alth b.n.fitl.

The macroeconomic model ereat. the introduction of SFAS 106 a. e direce incr.ase

in the cost of labor facing .~loyer. in .ector 2. The ba••line calculation.

using the model calculat. the i~act of SFAS 106 on ch. GNP-PI ~ing the

following information:

(1) s.ctor 2 account. for 32' of privac. s.ccor .mploym.nt;

(2) labor cOltl account for 64' of tot.l co.t. in sector 1 .nd in sector 2; and

(3) SFAS 106 dir.ctly incr••••s l.bor cases by 3' in s.ccor 2.

aas.d on che•• input., nu.erical solucion of eh. macroeconomic mod.l indic.te.

that SFAS 106 will incr•••• the private s.ctor pric. index by 0.0138'.

To put thil r.lult in p.rlp.ctiv. w. c.lcul.t. a b.ck-of-th.-.nv.lop••lt1aat.

of the effect of SFAS 106 on the priv.t. s.ctor pric. index a. followl: a 3'

incr•••• in labor COlt. r.i••• tot.l co.t••nd price. in .ector 2 by 1.92' (64'

-9-

-----------~--



share of labor co.t. in total co.t. x 3\ increa•• in l.bor costs) and thus raise.

the private ••ctor pric. ind.x by 0.614' (1.92' incr•••• in pric. in sector 2 x

0.32 share of s.ctor 2 in private .ector GNP). Thus, if all direct co.ts were

completely pas••d through in pric.s, and if th.r. w.r. no ch.nce in the amount

of labor employed and output produced by each employer, the private sector price

index would increase by 0.614'. However, takinc account of the impact of labor

costs on the demand for labor, and the impact of pric. ch.n.e. on the demand for

goods, the macroeconomic model finds that the priv.te s.ctor price index

increases by only 0.0138\. We define the "pa••throush co.fficient" a. the

increase in the price index according to the macro.cono.ic model divided by the

back-of-the-envelope price incr.ase. In the ba••lin. calculation, the

passthrough coefficient is 0.0225 (0.0138\ + 0.614\). Th. pas.through

coefficient can be thought of as the p.rc.nt.c. of national SFAS 106 coses that

will actually be r.fl.ct.d in the private ••ctor pric. index.

The GNP-PI cover. prices of gov.rnaent ••ctor production as w.ll a. pric•• of

private sector production, with the gov.rna.nt .ector .ccounting for 10.6\ of GNP

and the private ••ctor accounting for 89.4' of GNP. a.c.us. SFAS 106 do•• not

apply to the gov.rnaent s.ctor, the gov.rna.nt co~on.nt of the GNP-PI will not

be affect.d by SFAS 106. Th.r.for. the incr.a.e in the GNP-PI equal. 89.4' of

the increa•• in the private ••ctor pric. index. Thi. f.ctor of 89.4\ appli••

both to the back-of-the-.nvelop. pric. increa•• and to the pric. incr••••

calculated by the macro.cono.ic .od.l. Thus, the b.ck-of-th.-.nv.lop. incr••••

in the GNP-PI is 0.549' (0.894 x 0.614\> .nd the incr•••• in the GNP-PI accordinc

to the macroecono.ic model is 0.0124\ (0.894 x 0.0138t). Th. passthroush

coefficient i. 0.0225 (0.0124\ + 0.549\> which is id.ntic.l to the pa.sthrough

coefficient for the private s.ctor price ind.x.

Rtlultlnc Iapact of srAS 106 on TELCO 1111;1... to 1;. Ourlll Ipac; 9ft ;ht

GNP-PI

As noted abov., the Iv.r.g••mploy.r in the GNP will .xp.rienc. only 28.3' of the

cost increa•• that TELCO will .xp.ri.nc. due to SFAS 106. Furth.r.or., w. have

s.en that only 2.3' of the cost incr.a•• exp.ri.nc.d by III .mploy.r. in the GNP

will b. pa•••d throu&h to the GNP-PI. Fro. the int.raction of th••• factor. v.

-10-

-----------~--



are able to conclude that only 0.7' of TELCO's SFAS 106 costs will be reflected

in the GNP-PI and that 99.3' of the.e additional costs will not be reflected in

this price index.

Additional IacroecQDoaic Effect of 'lAS 106

In addition to the result reported above our macroeconomic model indicates that,

in response to the impact of SFAS 106, the wage rate in the national economy

will, over ti.e, reduce in relative teras by 0.93. (i .•. , relative to what it

would have been in the absence of SFAS 106). To the exeent that TELCO could also

benefit from a relative reduction in its wale raCe this would help to offset its

increase in cases due to SFAS 106. If TELCO were able to achhve the full

reduction of 0.93' this would finance 14.5. of its additional SFAS 106 costa.

As noted, this wale raee reduction reflecta the ultt.ate effect of SFAS 106 and

would not necessarily fully occur in 1993 when SFAS 106 beco... effective.

Thus the collbined effect of ehe impace of SFAS 106 on the GNP-PI and on the wale

rate would still leave 84.a, of TELCO'. additional SFAS 106 cost. unrecovered.
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III. DETAILED DESCRIPTION OF ANALYSIS

Impact of SlAS 106 on th. A,.ra,. Pric. Cap LIe ,.la;i.. to it. Impact on All

Employ.r. in thl GNP

This s.ction of our report i. a r.-iteration of Section II but with considerably

more detail.

Construction of Compo.ite Company ("TELCO")

As noted earlier. el.v.n Price Cap LEC. sublli tud data for this study. Elch flm

informed us of it. nuab.r of activ. employ.e. and th.ir Iv.rIS. IS" and averlS.

servie., and of the nWlber of i tI retir... cov.reel by employ.r .ubsidized Meelical

Plans. We wer. al.o provid.d eletlil.d de.criptions of the Medical Pllns for

Retir.d Employ••• Ind of the re.ult. of actuarial .tudie. of the implct of SFAS

106 on exp.nsing for th.s. Plans.

Our data includ.el a distribution by quinqu.nial ag. Ind ..rvic. c.lls for 125.000

active .mploy•••• and w. us.d the .hlp, of this di.tribution for the vlluations

n••d.d for this r.port. Th. di.tribution WI' shifted I' required. to fit the

known averlg. Ig. Ind av.rag•••rvlc. for all of the Pric. CIP LECs. A c.nsus

was construct.d froa the adjusted distribution, which c.nsus repre.ent. the

typical Pric. Cap LEC.

A B.nefit Level Inelicltor WI' det.mined for .ach Plln. As noted .ar11.r. thb

6.nefit Lev.l Indicator lIel.ur.s the r.lativ. value of inelividual plans. Th.

methodololY for calculatins the lenef1t Level Indicator for a given retir••

medical plln i. di.cus.ed in detail b.ginning on pase 12. The Indicator. v.r.

averaged and a Plan vith the av.ras. B.n.fit Level Indicator va. us.d for thi.

study. As .xpected. the actuarial assumptions used for the calculation of th.

impact of SFAS 106 diff.r.d fro. study to study.
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The discount rate was a single number for all but 1 of the 11 Price Cap LEC. (an

equivalent uniform rate wa. proffered for the one exception) and the di.count

rate for the composite firm, TELCO, was taken as the average of the individual

rates, weighted by number of active employe... Simple averages could not be u.ed

for turnover assumptions or retire.ent decre.ents becau.e such rates are one or

two dimensional arrays. Therefore TELCO turnover wa. derived by doing valuations

of a standard Plan using each firm's turnover rate., the TELCO census, and a

standard retire.ent age. The turnover table for TELCO wa. taken from a

collection of standard turnover tables used for Pension Valuations. and was

selected a. that table which when u.ed with the TELCO censlU, .tandard Plan and

standard retirement age gave the best agreement as to the SFAS 106 liabilities

as determined by the aggregation of individual firm's actuarial studie•.

The composite retire.ent age assumption for TELCO wa. derived by setting a

pattern for each firm, which pattern gave the .... avera.e retirement age for an

employee attaining age 55, ignoring mortality, a. given by the retirement ase

assumptions used for the actuarial .tudie.. The.e patterns had one free

parameter (the level rate to be applied for ase. 55 to 61), and the co~o.ite

pattern was that pattern with the averace value of the free par...ter. TELCO'.

trend rates were derived using an analysis similar to that used for deteraininc

TELCO's retire.ent rates. Ye u.ed an ultimate trend rate equal to the averace

of ultimate trends rates used in the actuarial studie.. We then determined a

value for an initial trend rate for each Price Cap LEC .uch that a declininc

pattern of trend rates beginning with that initial trend rate and grading down

to the average ultimate trend rate gave the same pre.ent value for a 30-year

stream of projected claims payments as would be obtained by using the actual

trend rates as.umed in that Price Cap LEC' s actuarial study. The composite trend

assumption for TELCO was the pattern associated with the average initial trend

rate grading down to the previously determined averase ultimate trend rate.
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Calculacion of GNP ALI and TELCO BLI

We define ch. I.nefit Lev.l IndicaCor (-ILI-) co m.an the percencage of cocal

m.dical claiu incurred by an .JIl)loy.r'. recire•• chat will b. r.imburs.d by che

employer'S b.n.fic program. Thi. d.finicion appli•• only co the plan for which

the employer's accive employ.es may b.come eligible and the ILls are based only

on current lev.ls of medical costs and Medicare r.imbur••••nc. W. consider only

current l.v.ls because the SFAS 106 r.quirement to value the -substantive" plan

suggests thaC it is reasonable to •••wae thaC plan provisions (•. g., d.duccibl•• ,

out-of-pock.t maximum., .tc.) will g.n.rally b. proj.ct.d (.ith.r explicitly or

implicicly) to .t.y consistent with .Urel.t. cost leveh. In I.n.r.l, the

li.bility for curr.nt retir••• is .lre.dy beinl .xp.ns.d on • p.y· •• ·you·lo b••11

and i•• function of prior pl.n provi.ions. ~ not.d .arli.r, ch. impacc of

curr.nt r.tiree. on SFAS 106 co.t. i. t.k.n .ccount of in the Current a.tire.

Adjustment.

Thus I in ord.r to calcul.t. the BLI of • liv.n .lIploy.r'. po.t·retir•••nt ..dical

plan on. n••ds ch. plan provi.ionsand .n .nticipat.d fr.quency di.tribution of

medic.l charg•• brok.n down by type of charge .nd size of charg•.

The c.lcul.tion it••lf is v.ry d.tail.d, but r.lativ.ly straight forward. For

each type .nd .ize of .nnual cl.1m pre· .nd po.e·65 (e.g., ho.pit.l chari••

beew.en $5,000 .nd $6,000 incurr.d b.fore .ge 65), ch. plan's provi.ions (i .•. ,

deductibl., coin.uranc., .tc.) .r••ppli.d .nd • plan r.iabur....nt amount i.

calcul.ted, .llowing for any inc.lration wich M.dic.r. ben.fic•.

After .11 plan r.iabur....nc amounts .r. c.lcul.t.d, the fr.quency di.tribution

is .pplied to calculat. an ov.rall .v.r.le reiJlbur....nt ratio coarp.red to total

m.dic.l chari... This ratio is then .djusted for the amount of r.quired retir.e

contributiona c.ll.d for by the pl.n. The re.ult is the net BU. Bec.use of the

signific.nt difference. b.tween pl.n provi.ions th.c .pply to reciree. pr.· and

po.t-65 (M.dicar. intelration, contribution l.vel., etc.), two BU. are

calcul.ted, pr.· and po.t·65. The.e two BLI. ar. th.n w.ighted to generate an

overall BLI for the ellployer.
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As noted above. the calculation of an employer's BLI requir.s both a data bas.

of employ.r plan provisio~ and a detailed m.dical claims distribution. With

respect to plan provisions, we have utilized a data ba.e of over 1,000 employers

which includes 830 employers Who sponsor post-retire.ent medical programs. For

each of the.e employers, we have detailed plan provi.ions which include for pre­

and post-65 cov.rage for each type of lIedical charge (.urgery I hospital,

physicians, drugs. etc.):

•

•

•

•

•

•

•

Eligibility require.ents

Deductible

Coinsurance

Out-of-pocket aaximuDS

Plan rei.ourse..nt II&X~ (annual and lif.tt.e)

Required contributions for employ.e and d.p.ndent cov.rase

Type of Medicare Int.sration

The data base includes only lillieed infomation on dental coverage and no

information on post-retir...nt life in.urance. Th. data ba•• its.lf is compris.d

mostly of larSe employ.rs with ov.r 1, 000 employ••• and 11 distributed throu&hout

all six of the II&jor inc1uatry c.t.sorie. outl1ned by the G.n.ral Accountins

Office in it. r.c.nt survey of the prev.lenc. of post-r.tire••nt INdical

programs. In total, the data ba.. covers approx1aat.ly 19 .illion of the

estill&ted 38 .illion employ••s who work for employer. who .ponsor po.t-retirement

medical procr.... A .~ry of the data base app.ars in App.ndix A.

With resp.ct to the distribution of ••dical claims, w. utilized a distribution

based on the actual 1990 experience of 39,436 retire.s (pre- and post-65) covered

by employ.r .ponsored post-retire••nt medical plans admIni.tered by on. larle

national insuranc. cOllpany. Th. data includes d.taned br.akdowns of claim

amounts by size and type of claim. It cov.rs plans throu&hout the Unieed Stat••

and, to our knowledse, does not have any ceolraphic or industry bias.

To derive GNP-BLI, B.nefit Lev.l Indic.tors w.re calcul.t.d for each employ.r in

the data b•••. then a comparison wa. II&de beew.en our data ba.e of larce employ.r

plans and the employers who II&ke up the GNP. In aak1ns that COIIParlaon. we
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utiliz.d information from the United St.t.s G.n.ral Accounting Office March 1990

R.port on "Ext.nt of Coapani•• R.tir•• H.alth Cov.ra•• " , including unpubli.h.d

supporting data obtain.d dir.ctly from the GAO .t.ff. In particul.r, .v.rage

BLls by in~try (weight.d by numb.r of 'lIploy••• ) w.re d.termin.d froll our dae.

b••e. Th... av.rag. BU. w.r. eh.n w.ighe.d by the p.rc.ntages of cover.d

employ... working in ••ch II&jor industry a. d.termin.d by the GAO survey. Th...

weight.d v.lu•• w.r. th.n av.rag.d eo COli. up with BLI. for the GNP for pr.-65

and post·65 cov.r••• s.p.r.t.ly. Th. pr.- .nd pOlt-65 BLII w.r. th.n weight.d.

b.s.d on the .v.r.g. d.mographics .nd r.tir....nt .xp.ri.nc. of the n.tional

workforce, to produce GNP-BLI.

TELCO in total .ponsors 18 po.t-retirem.nt m.dical progr... (1. •. on. or more for

e.ch of the Pric. Cap LEC.). Th..... BLI calculation proc••• d••crib.d .bov.

w•• utiliz.d to d.termin. the pr.- .nd po.t-65 B.n.fit Level Indic.tor. for e.ch

of the 18 eaployee group.. The.. 18 ••t. of BLb w.r. th.n collbin.d on an

employ•• w.ighted b••i. to d.riv. pr.- .nd po.t-65 BLI. for TELCO ••• whol•.

Th. pre- and post-65 BLI. w.re then w.ighted and combin.d on the buis of

n.tion.l .v.r••• dellOgr.phic••nd ret1r...nt p.tterns to produc. TELCO BLI. Th.

numeric.l deriv.tion of GNP BLI and TELCO BLI i. outlined b.low.

C.lcul.tion of B'Plf1t Lavel Indic.tor for Av.r.ce EMploy.r in GNP

1. C.lcul.t. pr.- .rid po.t-65 BLI. by industry from data b•••.

Indu,try Pa-65 IU Po,t-65 au
Ifinin, & Ifclutaceurin" etc. .7232 .2340

Con, truc tion .7758 .0604

Tran.portation/Utiliti•• .7974 .2643

Retail .4730 .0603

Financ./Insuranc. .6721 .1926

Con,umer S.rvic•• .5771 .1267
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2. Calculate induaery weigheed average BLIs using induatry weightings from GAO

study. (S.e Appendix A for industry weighting. from GAO study)

Indu6try Weighted Average BLI Pre-65

Post-65
--

.6898

.2008

3. Calculate GNP BLI ba.ed on national demographic. (retirement age - 63).

(See Appendix B for methodology for detemination of pre- and post-65

weightings)

GNP BLI - .2568

CalculatlAn of BeDlfie Ltvel IndlcatAr fAr TELCO

1. Calculaee pre- and po.e-65 BLls for each plan .ponsored by TELCO:

Weighted Averale Benefit Level Indicators for TELCO

Pre-65

Po.t-65 -
.8295

.3885

2. Calculate TELCO BLI ba.ed on national demographics:

TELCO BLI - .4390

Caleulak ion Af DlagCrapbic A43U1t11nt

Even if tbe Benefit Level indicators of the GNP were equal to that of the averale

Price Cap LEe (i. e. if GNP BLI were equal to TELCO BLI), they would not

necessarily lenerate the .... anticipaeed retiree claim co.t per active employ••.

If TELCO employ••• exhibit different turnover than oth.r employee. 1n the GNP.

a different percentale of TELCO's employee. will reach retirement. This will

result in a different retire. claia eo.t per active employee. As can b. se.n

from Appendix A, TELCO will in fact utilize lower rate. of turnover than tho.e
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used by other employers in determining SFAS 106 COltl. Because of this an

adjustllent of .7788 (Turnover rate adjustment) will need to be applied to the BLI

ratio.

Furthermore each $1 of TELCO anticipated claim cost will not translate into the

same amount of SFAS 106 cost as will each $1 of anticipated retiree claim COlt

in the GNP. This will be due to CWO types of de.ographic differences between

TELCO and the GNP. In particular:

o

o

TELCO employe.. are older and have more past .ervice chan tho.e in the GNP.

TELCO employee. tend to retire at earlier ages than il true throughout the

national econollY·

The extent of these difference. is illustrated in AppendiX A, and will give rile

to the following additional adjusc.entl to the BLI ratio:

Adjuscmenr due to a,e and past service difference. - .8528 (a,e/service

adjuscment)

Adjuscment due to earlier retirements &mOn, TELCO employe•• - .8188 (retirement

race adjustment)

The total de.ographic adjuscaent is derived as (turnover rate adjusc.ent) x

(age/service adjusement) x (retire..nc rate adjusc..nt):

Demo,raphic AdJu.tment - .7788 % .8528 % .8188 - .5438

The specific ..thods and aUUllptiona utilized in the derivation of the above

adjustment are de.cribed in Appendix B. In developing this al well a. all future

adjustments IHthodololY was employed to ensure that no -double counting- of

effects occurred.
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Calcul.,ion of Curr,n, I"ir" Ad1usPI,n,

Because a sirnific.nt portion of SFAS 106 costs will arise due to the

amordzadon of the liability for curr.nt r.tir••• we must allow for the

possibility th.t the relative SFAS 106 co.t impact of th••• current retir.es will

be differ.nt for TELCO than for the GNP. In ord.r to ,ddr••• this, we calcul.ted

and compar.d the average current retiree benefit co.t p.r .ctive employee for

TELCO and for the GNP (using for the GNP only the 30.7 million active employees

who generate SFAS 106 costs).

For TELCO the aver.ge claim cost per current retir•• is $3.075 while for th. GNP

it is $1.802. Furth.rmor. the r.tio of curr.nt r.tir••• to .ctive employ••••t

TELCO is .4802 comp.r,d with .1726 for the GNP. Thus the r.tio of curr.nt

r.tir•• co.t p.r .ctiv••mploy•• of the GNP to th.t of TELCO i. (.1726 x 1802)

+ (.4802 x 3075) or .2106.

If the BLI r.tio .fter .pplying D.mogr.phic Adjustm.nt w•• also .2106 th.n no

furth.r adjusOl.nt would b. requir.d. How.v.r. the BLI r.tio .fur the

D.mographic Adju.OI.nt is .3181 (. 5850 x .5438). Curr.nt retire•••t TELCO

r.present 21.09' of the 1ncr.a•• 1n coat. due to SFAS 106 and activ••mploy•••

repre.ent the other 78.91'. T,king this into .ccount, w. c,lcul'te:

Current Retire. AdJusem.nt - .7891 + (.2109 x .2106 + .3181) - .9287.

Calculation of Pre-fundinl Ad1u.pm,nk

Thus far w. h.v. a••u..d th.t the incr.... in l.bor co.t. due to SFAS 106 for

both the GNP .nd TELCO will .qual .xp.na. c.lcul.t.d und.r SFAS 106 minus cl.ia

cost for curr.nt r.tir••• (1 .•. curr,nt .p.y •• you go· co.t). If. how.v.r.

either TELCO or .mploy.r. in the GNP have b••n funding .nd/or .ccruing .xp.na.

for pOlt-r.tir•••nt ..dic,l b.n.fit. in .xc.ss of .p.y •• you go" co.t, th.n an

adjule.tnt ~t b...de. In f.ct ••v.r.l of the Pric. C.p LEes h.ve .ccumul.t.d

and ar. continuing to .ccumul.t•••••t. in trust to p.y future post-retir.D.nt

medic.l ben.fit•. Ther.fore the incr.a•• in TELCO's l.bor co.ts due to SFAS 106

will be 1••• than it would b. had no pr.-funding tak.n plac.. By making the

_____________-.1.9- -_~_---



conserv.civ••••umpcion ch.t no similar .ccumul.cion of ••••cs is t.king pl.ce

in the GNP, we c.lcul.ce .n .djusem.nt equal to the incr•••• in TELCO's l.bor

cost if no pre- funding w•• c.king pl.ce divid.d by the incr•••• in TELCO's l.bor

cost t.king inco .ccount boch .ccumul.ced .s.ets .nd ongoing .nnual pre-funding

contributions. Specific.lly the adjustment was determined as:

(1991 TELCO SFAS 106 Co.t •••uming no prior funding - 1991 projected cl.ims

payment) + (1991 TELCO SFAS 106 Cost recognizing prior funding - 1991

projected cl.ims p.yment + .dditional 1991 funding co.c.).

Therefore, expressing .11 amounts in $millions:

Pre-funding AdJuscmenc - (2,858.4-905.5) + (2.693.1-1.205.8) - 1.313

Calcul.tion of Non-Cover.d Emplgye•• Adju'Qlln,

Thus f.r, we h.ve dev.lop.d • ILl r.tio .nd •••t of .djusCII.nt. chat rel.te to

those ellq)loy••• who g.n.r.t. SFAS 106 co.t.. w. must .cUl .djusc thb r.tio to

reflect the f.ct th.t while TELCO .xt.nds its po.t-r.cir.menc m.dic.l progr...

to its entire workforc., there .r. employer. in the GNP who prOVide b.nefit. to

only a portion of th.ir workfare. and many ellq)loy.ra who do not provide any po.t­

retirement medic.l b.n.fit••t all. Finally, we must .llow for public .ecCor

employe.. , non. of whOll g.nerate. SFAS 106 co.c.. In f.cc, che Non-Covered

Employee Adjustment i. st.ply the percenc.g. of .11 employe.. in che GNP who

could beco.e eligible for po.c-retir••ent .edical benefiC. program••ponsored by

their ellq)loyers which .r••ubject to SFAS 106.

As can be .e.n in Appendix A, che US General AccounC1ng Office perfoE'1Md •

det.iled survey in 1990 to determine the extent of po.t-retire••nt ...dic.l

cover.ge provided by US .mployer. in the priv.te seccor. The study concluded

th.t of the 95.8 milUon priv.t. ..ctor employ... , 38.5 million work for

employers who provide po.t-r.tirement medic.l benefit., but only 30.7 million of

these 38.5 million employ... could .ceually become eligible for benefits .ffected

by SFAS 106, with the remaining 7.8 .illion being ineligible bec.use they work

for non-covered subsidi.ries, work in non-covered job cl••••• , or .re covered by
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multi-employer plan. which are not subject to SFAS 106. Since government

entities are also not .ubject to SFAS 106 (but are part of GNP), we MU$t adju.t

for all public sector employee. who number 18.6 million. Thus we calculate:

Non-Cov.r.d Employ••• AdJu.~.nt - 30.7 + (95.8 + 18.6) - .2684

Calculation of P,r Unit Labor co.t Adjustm.nt

Adjustment. made thus far have taken account of the fact that ellPloyers with the

same 8enefit Level Indicator may have diff,rent SFAS 106 co.t. per employee.

However, even if SFAS 106 co.t. per ellployee were the .... , labor co.t. per

employe. may not b. and thus the relativ. illpact of SFAS 106 on p.r unit labor

costs may not be th. s....

In fact, the labor costs p.r employe. are significantly higher at TELCO than for

oth.r 'lIploy.rs in the GNP. This is du., in part, to dlmographic differencl' but

is also dUI to the different mix of .kill.d and unskilled workers at TELCO

compared to the aVlrage mix in thl GNP. A. shown in Applndix A, TELCO'. total

annual cOllpln.sation per .mployll 18 $38.533 as cOlIPared to the national averase

of $29,500. Therefore. to rlnect the fact that each $1 of' per ellPloyee SFAS 106

co.t will repre.lnt a .maller portion of total labor co.t. for TELCO than for the

GNP, w. calculate,

P.r Unit Labor Co.t AdJu.cment - 38,533 + 29,500 - 1.3062

Calculation of LAbor Coat P.rc.ntal. Ad1ulpllnt

Ev.n aft.r applyinS the P.r Unit Labor COI"t Adjustment we JlUSt addr••• the

possibility that the percentase of output repr.,ented by labor costs may differ

between TELCO and the GNP. If this 1. '0, then ev.n if SFAS 106 had the ....

percentale impact on the labor co.ts of both TELCO and the GNP, there would b.

a difference in its illpact on the total co.tI of each. Unlike the explicit

nature of the calculation of th. oth.r Adjustm.nt., the Labor Co.t Percentase

Adju.t:1IlInt ha. to be calculated implicitly a' explained below.
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For che economy as • whole O\u:puc is synonymous with v.lu••dd.d (which is tot.l

revenue minus the COlt of purch•••d inputs) .nd l.bor co.t. represenc 64.27\ of

toc.l output. For TELCO output consists of the COlt of goods plus v.lue .dded:

the cost of goo~ is 25.7\ of output .nd value .dd.d i. 74.3\ of output. Labor

costs at TELCO are $23,623.7M .nd represent 38.5\ of v.lue .dded.

The imp.ct of SFAS 106 on TELCO's costs is both direct .nd indirect. The direct

impact is the incre.se in TELCO's own labor co.ts: the indirect impact is the

effect on the labor costs of TELCO's suppliers which i. p••••d on in the prices

they charge TELCO for good•.

Before calcul.ting Labor Coat Percent.g. Adjustment w. calculate the

Adju.t.d BLI aatio - BLI Ratio x all Adjustment.

- .5850 x .5438 x .9287 x 1.313 x .2684 x.l.3062

-.un

This Adju.t.d BLI Ratio can be int.rpret.d as m.aning that for .very p.rc.ntale

point by which SFAS 106 incr..... TELCO'. own labor COlt. it will incr.... the

l.bor coat. of the .v.r.l. company in the GNP by 13.60' of • p.rc.ntag. point.

On the asswaptiona that TELCO'. suppli.rs .re like the .v.r.ge comp.ny in the GNP

and th.t all .dditional co.t. will b. p••••d through compl.tely into price. (and

into the GNP-PI) .n incr•••• of on. p.rc.nt.g. point in TELCO's own l.bor co.t.

will incre••• TELCO's over.ll coats:

by l' of 38.5' of 74.3' of output
in relp.ct of it. own l.bor costs, and
(i.e., II of the percent of output represented
by TELCO's labor costs)

by .1360' of 64.27. of 25.7' of output
in re.pect of it••upplier.' price.
(I.e., by .13601 of the percent of output
represented by TELCO's suppliers' labor costs)

for • tot.l of

- .2861' of output

- .0225' of output

.3015\ of output
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The corre.ponding incr•••• in the GNP·PI will b.

.1360\ of 64.27\ of output - .0174\ of output

Thus the GNp·PI would reflect only .0874 + .3085 or 28.33' of the additional

costs incurred by TELCO due to SFAS 106. Th. Labor Cost Percentage Adjuscment

has increased the factor of .1360 to a factor of .2833 thus:

Labor Cost Percent.,e Adjustment - .2833 + .1360 - 2.0831

Elt.nt to yhieh Imp.e; of SlAS 106 on All IIplgt.r. tp tb8 CIl Tran.l.t.. into

an Iner•••• in th. GlP-PI

In this section w. d.scrib. the r••ules obt.in.d froll • lI.cro.conollic 1I0d.l

developed to c.lcul.t. the imp.ct of SFAS 106 on the GNp·PI.

Motivation for the M.cro.conollic Mod.l

The macroeconollic 1I0del w. ua••llovs ua to calculate the impact of SFAS 106 on

prices in all sectors .s v.ll •• the .ff.ct on the ~v.rall GNp·PI. W. can g.t

a simple view of how the pric. lev.l i. aff.cted, a. w.ll a. an appreciation of

the need for a m.croeconollic 1I0del. by first considering. "back·of-the·envelop.­

calculation of the eff.cu of SFAS 106 on the pric. level. To lIake the

interpretation of the calculation as siapl. a. po••ible, suppa•• that in the

absence of SFAS 106 the GNP·PI would rellltn constant over till.; that is, the rat.

of inflation would b. z.ro. Lat.r v. vill consid.r the 1I0re realistic scenario

in which th.r. is onloing infl.tion in the .b.enc. of SFAS 106.

The b.ck.of·th.·.nv.lop. c.lcul.tion involve. ewo steps:

(1) the perc.ntal' incr.as. in the prie. of goods in • giv.n s.ctor equals the

percent.I' incr•••• in the co.t of • unit of l.bor multiplied by the sh.r.

of labor co.t in tot.l costs in that ••ctor; .nd

(2) the percent.g. incr•••• 1n the ov.r.ll pric. index 1. c.lcul.t.d .s the

weighted .verag. of the price incr••••s in e.ch ••ctor.

_____________._2_3. ~ _



As an .x&llpl. IUlIpo.. th.t the .conomy is divid.d into two s.ctors. One sector,

accounting for 68' of GNP p.ys no post-r.tir•••nt h••lth b.nefits .nd its costs

per unit of labor .r. not dir.ctly .ff.ct.d by SFAS 106. In the s.cond s.ctor,

which .ccounts for 32' of GNP, SFAS 106 directly incr••••s the cost p.r unit of

labor by 3', and labor costs account for 64. of total costs. According to the

back-of-th.-.nvelop. c.lcul.tion, tot.l costs .nd pric.s will incr••se by 1.92.

(64\ of 3') in the second sector, .nd the over.ll pric. ind.x will incr•••• by

.614\ (32\ of 1.92\). Howev.r, as w. discuss b.low, this calculation overstates

the effect on the overall price level.

Why doe. the b.ck-of-th.-env.lop. c.lcul.tion ov.r.eaee the .iz. of the increase

in the ov.r.ll price l.v.l? Th. introduceion of SFAS 106 will incr•••• the cose

of labor for .mploy.rs who off.r po.t-retire..ne health benefits .nd this

incre.s. in co.t will l ••d to a variety of II&rk.t adjustlMnts. Although the full

scope of mark.t adjuscm.nt. and their inter.ctions c.n be complex <as dee.il.d

in AppendiX C) w. can get a simple view of eh. eff.ces by first examining the

effects in the labor market.

Secause SFAS 106 incre.se. ehe l.bor co.ts of employers who off.r post-reeire..ne

h.aleh benefies, th.se employers vill de..nd a s..ll.r -.aune of l.bor ae any

given level of ehe w.le r.te. This reduction in the dell&nd for l.bor will reduce

the wage rate (not including po.t-reeire.ent healeh benefits) facing .11

employers. Th. reduceion in the wale raee will reduce labor co.es of .mploy.r.

who do not off.r po.e-r.eir...nt h••lth b.nefits. Labor cOles of .mployer. who

do pay po.t-r.eir...nt h••leh b.n.fie. will incr•••• by 1••• th.n the dir.ce

impact of SFAS 106 on labor cOlel c.peur.d in ehe back-of-the-envelope

calculation. Vith compeeition forcing pric•• eo .e.y in line wieh co.ts, pric••

will f.ll in the .ector th.t does not off.r post-r.eir••ene h••lth benefit. and

prices will ris. by 1... th.n in the back-of-th.-.nvelop. calculation for

employ.r. who off.r po.t-r.tire••ne h.alth benefits. Yieh pric.s rising in on.

sector and pric•• f.lling in the oth.r s.ctor, the ov.rall price level may chang.

by only a ...11 aJIOunt.
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Although the ov.r.ll pric. l.v.l may chang. v.ry littl., the r.l.tiv. pric. of

goods in the eva ••ctor...y ch.ng. sub.t.nti.lly to r.fl.ct th. ch.nge in the

relative l.bor co.ts .riling frail the differend.l imp.ct of SFAS 106 on

employers who offer po.t-retire••nt h••lth b.n.fits .nd employers who do not

offer these b.n.fits. In .ddition to .ff.cts w. h.v. alr.ady discus••d, ch.nge.

in labor costs arising froll SFAS 106 will affect the lIix of c.pital and labor

used by employers in diff.r.nt s.ctors, and re.ulting ch.ng•• in the price. of

goods will shift demand aw.y froll the s.ctor with .n incr••••d price toward the

sector with a decr••••d pric.. Th. shift in d.mand will C.U8. a r.allocadon of

resources fro. on•••ctor to the oth.r. All of th••••dditional .dju.tm.nts are

captured by the macroeconollic 1I0d.l which is us.d to g.t a quantitative .e.sur.

of the illpact of SFAS 106 on the pric.s of goods in .ach s.ctor a. 101.11 as on the

GNP-PI.

Now let's cou.id.r the acre r.aU.tic sc.nario· in which th.r. is 0nao1na

inflation b.for. the introduction of SFAS 106. Ov.r the long run, the pric.

lev.l is v'ry strongly r.l.t.d to the l.v.l of the .on.y .upply, .nd the r.t. of

inflation 11 v.ry .trongly rel.teel to the growth rate of the .on.y .upply. 'lith

ongoing mon.y growth th.r. will b. ongoing infl.tion, anel the que.tion i. how

much SFAS 106 .ff.ct. the pric. l.v.l compar.el '0 ,h. v.lu. i, would h.v. r.ach.d

in ,he abllnc. of SFAS 106. Th. b.dc re.ult. w. pr...nted .bov••till hold, but

with a slight re-int.rpret.tion: lib.n.v.r w. s.id th.t • pric. incr••••• , w. now

mean that it incre•••• rel.Un '0 ,h. ltve1 1, would h.v' ."ained in ,h.

absence of SEAS 106; wh.n.v.r w•••id th.t a pric. or w.g. decr••••• , w...an

that it deer••••• r.la,iv. '0 ,h. l.v.l i, wguld hAy! r ••ched in ,he ab••nc' of

SUS 106. Thus, for 'Ullple. if w. find th.t in th. .b••nce of ongoing

inflation, SFAS 106 would r.duc. the w.ge by 2'. th.n in the pr•••nc. of ongoing

inflation of 5' p.r y••r. the w.g. would rise by 3' over the cour•• of th. y••r,

so that it .nels up 2' b.low th. value it would hav••tt.in.d in th••b••nc. of

SFAS 106 (if th••ff.cts of SFAS 106 w.re fully re.liz.d within one y••r). Thua,

when we report th.t SFAS 106 caus•••0.. pric•••nd 101••'. to f.ll, w•••an only

th.t th••• pric•••nd 101••'. are low.r than th.y would have b••n without SFAS 106

not n.c••••rily th.t w. will ob••rv. actual d.clin.. in th••• pric.s and w.g••
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beew••n on. dat. and so•• later dat.. Thi. focu. on th••ffect of SFAS 106 on

prices and wal" r.lative to values tbty would have reacb.d is tbe correct focus

for analyzin, the qu•• tion at band: What is tbe impact of SFAS 106 on the GNP­

PI?

~e have explained that SFAS 106 vill cause some prices to rise and other prices

to fall reladv. to their values in the ab.enc. of SFAS 106. To get a

quantitative mea.ur. of this effect v. us. a mathematical macro.conomic model.

Modeling S;ra;.gy

To study the quantitadv. impact of SFAS 106 on tb. GNP-PI w. u.. a .ath.atical

macro.conomic model that incorporat.. production co.t. for various loods and

national d.mands for th.s. loods. Th. impact of SFAS 106 11 mod.l.d as a direct

increase in the co.t of labor of employ.r. who off.r po.t-r.tirem.nt b.alth

benefits, and tb. solution of tb. model indicat•• th. ultimate .ff.ct. on th.

prices of variou. 100ds and on the private ••ctor pric. index. Th. lIod.l is b••t

view.d a. a lonl-run mod.l that fully incorporat•• the .ff.ct. of SFAS 106.

B.for. constructinl a macro model to .eudy th. pric. tapaet of SFAS 106, it i.

helpful to li.t a ••t of de.irabl. erit.ria for a macro mod.l that can b. u..d

to analyze thb qu.stion. First, the 1I0del should b. a multi-sector lIoeltl

because SFAS 106 will have differ.nt dir.ct impacts on differ.nt s.ctor.. In

particular, SFAS 106 will dir.ctly incr.... the co.t of labor of employer. who

offer post-retire••nt h.alth b.n.fits (which w. treat .. sector 2), but will have

no dir.ct impact on .mploy.r. who do not off.r po.t-r.tir.ment h.alth b.n.fit.

(which v. tr.at a•••ctor 1).

Second, the .edel .hould .xplain how the cO't' of production ar. r.lat.d to the

co.t of labor and oth.r inputs. At the .... tiJH, the lIod.l .hould allow for the

possibility that capital ...y b. sub.titut.d for labor wh.n labor b.colle. IIOre

exp.nsiv. a. it do•• in th. SFAS 106 ••ctor, and th. model should also allow for

the possibility that labor may b••ub.tituted for capital wh.n labor become. 1•••

expensive a. it do•• in the s.ctor that do•• not off.r po.t-r.tirement health

benefits.
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Third. the model should provide a specification of the aggregate demand for goods

related to the overall price index as well as the demands for the different goods

produced in the different sectors. Combining the demand structure with the cost

structure will permit calculation of the impact of cost changes in each sector

on quantities, and more importantly. on prices. Then the price index can be

computed.

Fourth, the model should be tractable so that numerical soludons can be computed

and readily interpreted.

Fifth. the model should be internally consistent and based on sound economic

foundations.

The criteria listed above for an appropriate model guide our choice of a modal.

To that end, we have developed a macroeconOmic modal that draws heavily on the

model presented in an article published by two prominent macroeconollists -­

Olivier Blanchard of M.l.T. and Nobuhiro Kiyotaki of the University of Wisconsin

- - in the September 1987 AII.rican EconOmic R.vitw. This article presents a

multi-sector macroeconomic modal that explicitly accounts for production and co.t

conditions as well as aglngate deund. Although the mod.l is economically

sophisticated and r.quires so....theutical unipulation to solve, the basic

structure is quite tractable. Finally, the lIodel has the advantage of b.ing

based on sound economic principle. and is internally consist.nt.

The precise matheucical structure of our adaptation of the Blanchard-Kiyotaki

model is pre.ented in Appendix C. Here we will simply describe the three "jar

components of the model:

(1) the demand for gooda;

(2) the production functions;

(3) the supply of labor.
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(1) The d...nd for goods. The model is a ewo- ••ctor model, which means that

there are ewo typ•• of goods. If the relative pric•• of the goods are held

constant, the d.mand for goods is proportional to the ov.rall l.v.l of aggr.gate

demand vhich depends on the money supply and the overall pric. l.vel. Chang••

in the relative price of the ewo good. shift demand away from the good with the

increased relative price tow.rd the good with the d.cr••••d r.l.tive price. The

degree to vhich d.mand is .hift.d is m•••ured by the pric••l.lticity of demand,

which is an input to the model.

(2) The production functions. E.ch type of good i. produc.d uaing c.pit.l and

labor. The amount of output that can b. produc.d with any giv.n combination of

capital and labor is determined by a Cobb-Oougl.. production function. Th. Cobb­

Douglas production function is on. of the mOlt wid.ly ua.d production functions

in economics. Its most important characteristic is that for a comp.titiv.

comp.ny, the share of labor COlt in total COlt i. constant, regardl.l. of the

w.ge rate or the amount of output produc.d. In applying the IIOdel to the United

St.tes we sp.cify particular Cobb-Douglas production functions that match the

sh.re of l.bor COlt in total COlt in the U.S .•conomy.

(3) The supply of labor. Ve have alraady pointed out th.t the introduction of

SFAS 106 will raduce the d....nd for labor by fir1U offering po.t-ratira_nt

health benefits, .nd ••• consequenc., will r.duce the w.ge rate relative to the

level th.t would h.v. pravan.d in the ab.ence of SFAS 106. The aasn1tude of the

effect on the wage rate depends on the response of labor supply to the chanae in

labor dem.nd. The model characterizes the supply of labor in terms of the

elasticity of labor supply with respect to the wage rate which .easure. the

percentage fall in the amount of labor supplied resulting from a l' fall in the

wage rate.
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